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Abstract
This paper is a theoretical study of the transmission mechanism of monetary policy in the
presence of an endogenous role of bank capital. The basic framework is a standard Dynamic New
Keynesian model with price stickiness modified so as firms as well as banks face endogenous financial
frictions in obtaining external funds from their respective debtors. This implies that an external
financial premium exists, thereby motivating the endogenous role of entrepreneurial net worth and
bank capital in the model. In the terminology of Van den Heuvel (2001), the model exhibits
the unconventional ‘bank capital ’ channel of monetary policy. The simulation result highlights
a financial accelerator eﬀect in that endogenous evolution of bank capital, together with that of
entrepreneurial net worth, operate to amplify and propagate the eﬀect of a monetary shock in the
macroeconomy.
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1 Introduction
The goal of this paper is to understand the transmission mechanism of monetary policy in the
context where bank capital together with entrepreneurial net worth interactively work to amplify and
propagate the dynamics of key macroeconomic variables in addition to the otherwise conventional
interest rate channel. This is motivated by a casual observation that most macroeconomic models for
monetary policy evaluation, both with and without an explicit role of entrepreneurial net worth, abstract
completely from the role of bank capital.1 This consensus practice would be just a mere simplifying
assumption only if one of the following conditions holds: 1) Unexpected monetary shock does not aﬀect
bank capital, or 2) if it does, change in the dynamics of bank capital must have no major eﬀect on that
of other important aggregate macroeconomic variables.
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1For macroeconomic models in which the transmission mechanism of monetary policy works only through the con-
ventional interest rate channel, see, amongst others, Clarida, Gali and Gertler (1999). For those with an explicit role
of entrepreneurial net worth, thus incorporating the balance sheet channel, see amongst other Bernanke, Gertler and
Gilchrist (1999) and Carlstrom and Fuerst (2000).
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